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MUST WE HAVE INFLATION OR DEFLATION? 


by RUSSELL WEISMAN 
Professor of Economics, Western Reserve University 
Chief Editorial Writer, Cleveland Plain Dealer 


B Spx of the most widely read economic essays of the Thus, with an ever-increasing supply of money finding 
period are No inflation coming! by William J. Baxter its way into the hands of war workers, of farmers and 
and Inflation is coming! by Ralph Borsodi. others, and with the supply of civilian goods declining, 

The central theme of the Baxter essay is that the great there was created in our economy an inflation gap which, 
productive capacity of the nation makes it proof against we were led to believe, portended great danger in the 
scarcity and high prices and ensures, in the not remote form of high and ever higher prices. 
future, lower prices of commodities, of real estate and of While considering the size and implications of the in- 
equities. flation gap we made some effort to measure it quantitatively 

The Borsodi treatise, laying heavy emphasis on the by reference to the supply of liquid savings. These consist 
enormous expansion of currency which resulted from the of money in circulation, bank deposits, and huge fund 
war, and the means by which a large part of its costs of investment securities, largely treasury obligations, which 
were financed, holds that sooner or later this huge volume owners would be abie, if they chose, to convert quickly 
of currency will reflect itself in sharply higher prices. into cash. 

The fear of inflation in this country dates from the That they would do so, and that scores of billions of 
early months of 1933 when the first Roosevelt govern- dollars would be spent in a relatively short period after 
ment sought by every means known to its advisers quickly the war ended and civilian goods production was restored 
to lift the price level. The measures and policies involved to normal, were fairly general expectations. It was largely 
deliberate depreciation of the currency. These culminated through heavy expenditures of savings previously accumu- 
in a 40 per cent depreciation in the monetary standard, lated for deferred demands for all manner of goods that 
gold and silver buying, and, most important probably, a business boom of unprecedented proportions was ex- 
deficit financing which involved a rapid expansion of pected soon after the end of the war, as soon, that is, as 
bank credit. the processes of reconversion could be completed. 

Thus the foundation had been laid deliberately for in- It was a boom of this origin which many associated in 
flation when in 1941 the nation found itself at war and their minds with postwar “inflation.” It was to protect the 
committed to expenditures running into the hundreds of economy against such a boom, and against inflation, that 
billions and involving over a four-year period a three- extension of the wartime price control act ‘‘without 
fold expansion in its circulating medium. crippling amendments” was recommended by the ad- 

Because the needs of the government for munitions, for ministration last summer. It is well within the fact to say 
food and clothing, and for a very wide variety of other that much of the popular support enlisted for the exten- 
goods expanded with the nation’s war activity, sharp sion of price controls, before they were removed recently, 
curtailment of civilian goods production followed as a was product of the popular belief that prices could be 
matter of course. Nations have never found it possible held down, or bolstered up, by government decree and 
(they should not try) to fight all-out war, on the one that in the first year of peace, at least, the extension of 
hand, and, on the other, to endow their civilian economies price controls “‘until supply was brought into proper ad- 
as richly as in peacetime. Sacrifice is the essence of a justment with demand” was the best, if not the only, 
sound wartime economy. protection against inflation. 
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The President of the United States said on several 
occasions in the last year that inflation was the greatest 
danger confronting the nation. There is good reason to 
believe that he was convinced that the danger could be 
averted by extension of wartime controls. It is an interest- 
ing commentary on the thinking of American political 
leadership that while it had set the stage a dozen years 
earlier for the inflation of which admittedly it had become 
fearful, it made almost no move in the first year of peace 
to meet the inflation danger by reversing the processes it 
had set in motion when it was of the opinion that infla- 
tion, instead of being a threat to economic stability, was 
the way to prosperity and abundance. 

While our political leadership warned of the dangers 
of inflation, and pursued on several fronts courses of action 
which could hardly fail to add to the inflationary pressures 
long at work, it was at the same time fearful also of 
sarp business reaction and deflation when the war-born 
boom had run its course, and conditions which had been 
primarily responsible for it no longer existed. 

Historically, of course, there was good reason for politi- 
cal leaders to be fearful of postwar deflation. If they 
were not familiar with the long deflationary period which 
followed the Civil War and with the multiple social and 
economic problems it created, the deflation and distress of 
the early 1930’s were fresh in their minds. This deflation 
and distress followed the inflationary boom of the 1920's, 
a boom which had more than a few points in common 
with the boom of the Second World War. 

While there was much talk of deflation and its dangers 
from the beginning of the wartime boom, what our polliti- 
cal and industrial leaders were genuinely fearful of was 
widespread unemployment. As they contemplated the large 
number of men and women in the armed forces and in 
war industry, they jumped to the conclusion that millions 
of these in the Army and Navy and in war work would be 
unable quickly to find employment in civilian industry, and 
that the precarious economic and social conditions which 
had prevailed in the 1930’s would have to be faced again, 
unless by careful planning they could be prevented. 

It was this fear of unemployment with its social and 
political implications that the administration had in mind 
early this year. At that time it sponsored a proposal under 
which it would have become the responsibility of the 
government to anticipate declines in the volume of private 
production and investment and, by public spending and 
public works, to take up in advance any slack that might 
otherwise have been created. 

The concer displayed by the government lest wide- 
spread unemployment follow hard upon the end of the 
war, and its interest in plans for averting it, are noteworthy 
in this discussion. They point clearly either to a division 
of counsel in high government circles as to what the first 
year of peace would bring on the economic front, or to 
a great confusion of thinking. Thus the government 


sought at the same time to move in diametrically opposite 
directions, or, perhaps more accurately, to follow a course 
one week designed to counteract the inflationary pressures 
that had been created largely by government action, and 
in the next, to nullify the effects of the previous week's 
effort by policies aimed at deflation and possible depression. 

It is an interesting commentary on a government com- 
mitted to planning that at no time since the end of the 
war have its advisers been able to agree for long what 
they should plan for, or plan against. It may well be for 
this reason that the course of postwar reconversion has 
been slow and halting. At the beginning of the second 
full year of peace, the business world is in the dark re- 
garding plans and policies which cannot be determined 
without some knowledge of the probable plans and policies 
of the government. 

Whether inflation threatens, or does not, depends a 
great deal on one’s thinking of what inflation is. The 
word has so many connotations and is used so loosely in 
popular discussion that much of the doubt entertained 
regarding the danger, or lack of danger, of inflation is due 
to widely divergent views of what the danger under dis- 
cussion really is. 

If, as we are likely to say in academic economics, the 
price of a commodity is inflated when the quotation in 
question is far and away out of line with long term values, 
then it is perfectly apparent that discussion of inflation 
should be in the past and present, rather than the future, 
tense. Moreover the question we should be discussing is 
not whether inflation is or is not coming, but how the 
inflation which is already upon us, and is reflected in 
almost every phase of our economic life, can be brought 
under control before it gets out of hand and plunges us 
into national bankruptcy. 

The means to be taken to counteract the inflationary 
pressures long at work and to forestall inflation of a de- 
structive type are well known. They include sharp cur- 
tailment of public expenditures, a balanced budget and 
sound management of the huge national debt. Under the 
latter head would be included abandonment of the arti- 
fically low money rates which may very easily prove the 
worst of all foes of a sound private enterprise economy. 


To these ‘musts’ of a well-considered program to 
counteract the inflationary forces should be added, it 
seems to me, measures and policies which would relieve 
any anxiety that still remains with respect to the nation’s 
monetary policy. Even more important and this is a large 
order, there should be a re-creation of the broad conditions 
under which enterprise will again be encouraged and new 
capital investment stimulated. Without these, high prices 
and high costs and goods-scarcities will continue indefinitely 
and the danger of serious economic instability, if not of 
destructive inflation, will be ever present. 


* * * 
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Let us now look at the other side of the picture. What 
of deflation? Is another long period of declining prices 
and incomes in prospect and with them a repetition of the 
unhappy economic events of the early 1930's? 

Here again, as in the discussion of inflation, it is im- 
portant to indicate clearly what we have in mind when 
we talk about deflation. If inflation involves a rapid and 
sharp expansion in the circulating medium, as is so widely 
believed, then it would follow that deflation would entail 
a marked decline in the volume of money in circulation 
and a considerable contraction of bank deposits. 

By the same token, if inflation lifts prices and costs of 
production far and away above those which are customary 
and are likely, therefore, not to be sustained for long 
periods, thea deflation would somehow drive prices and 
costs well below long term values, and would entail heavy 
losses for farmers and manufacturers and producers of 
all manner of raw materials. 

It is not a reasonable presumption that deflation as 
described in either of the two paragraphs above is in 
early prospect. There is every indication that the volume of 
money and credit will remain at high figures for a long 
time to come. Since the currency-credit expansion of the 
war period was so largely product of rapid public debt 
expansion, and since we may not reasonably look forward 
to sharp contraction of the public debt, the money factor 
in the equation is likely to operate on the side of high, 
rather than low, prices for a decade and probably longer. 

So, it would appear, will costs of production also, what 
with very high money wages and unfortunately a generally 
low level of industrial productivity. 

For reasons which cannot be considered in this dis- 
cussion, the combination of the factors of production in 
the first 15 months of peace has somehow failed to follow 
the traditional American pattern. The result has been 
that costs have remained high instead of declining, and 
management efforts to bring them under control have 
been generally unsuccessful. There are thus few indications 
that an early considerable reduction in costs is in prospect. 
What with high wages, high taxes and, in the main, 
high raw materials costs, a combination of factors leading 
to low and declining prices over a long period is highly 
improbable. 

As against these considerations, which suggest the mainte- 
nance for some considerable time of relatively high com- 
modity prices and high wages, is the indisputable fact 
that postwar readjustments involving downward revision 
of high wartime prices have been under way in some 
segments of our national economy for some months. 

For example, the reaction which set in in the security 
markets last summer and brought the sharp break in the 
price of common stocks immediately after Labor Day, 
strongly suggested the end of an economic era. It is fairly 
ipparent that it marked the end of the wartime bull 


market and signaled, if it did not definitely usher in, a 
period of postwar readjustment, the character and duration 
of which cannot now be accurately forecast. 

Thus in a sense the autumn stock market reaction must 
be set down as a deflationary phenomenon. It very definitely 
reflected the judgment of investors and speculators that 
a change in the business weather was close at hand, if 
not already here, and that in the processes of reconversion 
since the end of the war in the Pacific, the foundation had 
not been established for a sound peacetime economy. 

With a considerable measure of flexibility returning to 
our economic processes as a result of the progressive re- 
moval of wartime price controls, it is well within the 
realm of probability that in the readjustments ahead we 
shall see narrower profit margins, wide commodity price 
fluctuation with the general trend toward lower levels, 
great uncertainty regarding the course of a wide variety 
of economic events, and very probably a decline in em- 
ployment. 

If, as there is now reason to fear, much of the economic 
history of the present year is about to be repeated and it 
is going to be necessary again to go around the track of 
higher wage demands, work interruptions and acute 
shortage of materials as a result of them, then certainly 
the business and industrial prospects for the months ahead 
are not those which normally would be associated in our 
thinking with inflation but with deflation. 

Earlier in this essay the observation was made that 
discussion of inflation, as the term is generally understood, 
should properly be in the past and present tense rather 
than in the future, since inflation, in fact, is here and has 
long existed. 

It is an anomaly, but it is nevertheless a fact, that 
much the same is true of deflation. It too is well upon us 
in the sense that the wartime boom has spent its force 
and that a period of readjustment is at hand. 


If our leadership in industry and government is wise, 
the processes of correction which have set in will not be 
impeded but will be encouraged by every proper means. 
The forces which are beginning to work are those of 
natural and necessary correction. They must be allowed 
to run their course before a genuinely sound and profitable 
civilian economy can be restored. 

If the natural processes of correction which have set in 
are allowed to run their course, the recession incident to 
their operation should be, by comparison with the two 
historic deflations through which the nation has passed, 
of relatively short duration and of modest proportions. 
It will certainly be so if we are wise enough to avail 
ourselves of the enormous economic and industrial oppor- 
tunities that lie ahead. 

The deflation which followed the Civi! War ran on 
until the beginning of the new century. In some respects 
it became progressively worse until the late 1890's. 
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That deflation was a reaction from war boom and in- 
flation and a great deal more. It was aggravated by the 
restoration of specie payments in 1879, an operation 
which involved a marked upward revaluation of the 
dollar. 

The deflation of the 70’s and 80’s and 90’s was the 
product also of a veritable industrial revolution, of the 
construction of the transcontinental railroads, of the 
opening up of a very large and fertile new agricultural 
area—the rich wheat and corn growing area between the 
Mississippi and Missouri rivers. 

In manufacturing industry a parallel movement occurred 
with the development of power driven machinery, rapid 
expansion of the great steel and textile industries and a 
combination of conditions, including rapid technological 
progress, which made for progressively lower costs far 
and wide in our national economy. 

Few of these phenomena (unfortunately) appear in the 
current business and financial picture. As we contemplate 
the results of the price increases recorded in the last year 
or so we might well wish for a reversal of the conditions 
responsible for them and for some of the cheapness and 
abundance that were characteristic of the three decades 
following the Civil War. Certainly they are to be preferred 
to the scarcity and high prices which have characterized the 
first year or so of peace and still prevail in many industries. 

The second great deflation in our national history was 
likewise a reaction from a wartime inflation and also 
from a postwar boom which culminated in the stock 
market crash of 1929. To understand the factors respon- 
sible for the painful deflation and depression of the 1930's, 
it is necessary to consider briefly the causes of the inflation 
which preceded it. 

The inflation of the 1920’s was, of course, the product 
of unwise credit expansion. The banks lent freely to 
foreigners who wished to buy our farm products, because 
they were fearful of the implications of normal prices 
of wheat and corn and cotton for the mortgage loans they 
had outstanding. They lent quite as freely for real estate 
and stock speculation because they had accepted the 
philosophy of the new era, the belief that the prices and 
values of the past were no criteria of the future. 

When it became impossible for the banks longer to 
carry this wholly unsound financial structure, they began 
to call their loans. As they did so and loans were paid off, 
or defaulted, there set in a contraction of credit which un- 
happily could not be stopped until the banks of the entire 
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nation had been closed by a national moratorium and the 
foundation laid in an amended banking act for a banking 
and credit structure which was largely new. 

While the second World War was responsible for the 
creation of a much larger volume of bank deposits than 
had ever existed before, there is every indication that 
no such deposit contraction as followed collapse of the 
speculative boom is now in prospect. It could come about, 
it appears, only in the event of government action involving 
somehow invalidization of a large part of the public debt, 
that held by the commercial banks. 

Thus, one arrives at the conclusion, that there is no 
prospect at this time of a contraction of credit sufficiently 
violent to precipitate deflationary conditions of the kind 
which followed the sharp market reaction of the late 
1920's. Nor are there any indications that the economic 
and industrial history of the decades following the Civil 
War is about to be repeated. 


* * * 


The conclusion to be drawn from the observations 
above is that neither violent inflation nor ruinous deflation 
is in early prospect. From that conclusion it should not 
be inferred that the writer is happy at the business and 
financial outlook or is of the opinion that the major 
problems of postwar reconstruction are happily behind. 

There is an economic condition possibly in the making 
that could turn out almost as unhappily as inflation or de- 
flation. It is a condition, which for the lack of a better 
name may be called a semi-stymie—a general economic 
situation much like that which prevailed in 1935, 1936 
and 1937 when the Washington government was celebrat- 
ing the recovery it had planned that way. 

It may have been recovery but it was not prosperity. It 
created an abundance of ‘purchasing power’’ but it pro- 
duced few goods and services. It held many of our energies 
idle and confined our entire economy in an environment 
which discouraged capital creation and investment, en- 
couraged free spending, both private and public, and 
dulled initiative and enterprise to a point where few were 
disposed to put forth their best efforts or to assume the 
normal hazards of a free enterprise economy. 

There is cause to be fearful of a repetition of this un- 
happy combination of conditions, rather than of either 
inflation or deflation. The seed of self-correction is present 
both in inflation and deflation. Not so in economic stag- 























































| 


| 


nation stemming from such an unhappy sequence of 


events as set in in our national economy a dozen years *5.. 
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